The purpose of this note is to examine, theoretically, why the market risk premium (R^_ g\ raa y influence tests of asset pricing models with higher moments. When moments of higher order than the variance are added to a pricing model developed within the usual two-fund separation assumptions, the market risk premium enters the pricing equation in a nonlinear fashion and is implicit in the estimation of each moment's coefficient.
Introduction
Following the work of Markowitz [15] , Sharpe [22] , Lintner [14] and Mossin [17] developed the first formulations of the mean-variance capital asset pricing model (CAPM).
Subsequent modifications to the theory were made by Fama [5] , Brennan [4] and Black [2] as well as others.
Proponents of the CAPM note its simplicity and potential for testability; however, the model has not been empirically validated in the tests of Black, Jensen and Scholes [3] , Miller and Scholes [16] , Fama and MacBeth [6] and many others. Furthermore, Roll [18] has warned us of the ambiguous nature of such tests because of a number of measurement difficulties and joint hypotheses present in the model.
Efforts to respecify the pricing equation have gone in several directions. The direction that is of interest in this note is the research that has expanded the utility function beyond the second moment to examine the importance of higher moments. There has been recent interest in the importance of higher moments as evidenced in a paper by Scott and Horvath [20] which develops a utility theory of preference for all moments under rather general conditions. The third moment (skewness) has already received some attention in the literature [1, 8, 9, 10, 11, 12, 20] .
Following the work of Rubinstein [19] , Kraus and Litzenberger (KL) [13] derived and tested a linear three moment pricing model, finding the additional variable (co-skewness) to explain the empirical anomalies of the two moment CAPM. The three moment model was re-examined by Friend and Westerfield (FW) [7] with mixed results. Consider the linear empirical version of (1):
where: The two moment CAPM is given by (4): The two (N=2) and three (N=3) moment models are simply special cases of (6).
As seen in (6) Table IV: 1972-1976 and Table VII: 1952-1976.
The two exceptions to this in FW [7] correspond to instances where K3 < -1 (see footnote 4). The most dramatic illustration of the effects of (R^-Rf ) on b2 can be seen in the FW study where the periods are divided into cases where % > Rf and where % < Rf (e.g., Table VI ). Since (R^-Rf) is implicit in b£ , the sign of b£ will be influenced by the sign of (R^-Rf) dW/dq -R.
dW/dq = R (15) (15) imply: (17) Substituting (14), (16) and (17) into (10):
for all 1 (18) Moving from the investor's equilibrium condition (18) to a market equilibrium requires that (18) 
Since (19) holds for any security or portfolio, it also holds for the market portfolio:
(dU/dW)^-R (19) by (20) gives In words, equation (21) (22) and when N = 3, we obtain the three moment version (equation ( 
